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Comparison with Reduction in 1964 Act

It is difficult to understand the implications of the
size of any current tax reduction. Reductions today, in
order to have the same impact as reductions in prior years,
need to be larger because the size of the economy has grown.
The 1964 tax reduction, which was viewed as an important
factor in the growth in the economy in the early part of the
1960s, was a reduction of $15.2 billion. Given the GNP at
that time of $688.1 billion, this was a reduction of 2.2
percent of that GNP. Given the GNP expected in 1981 of
$2,836 billion, a comparable tax cut effective in 1981 would
amount to $62.4 billion. This can be contrasted to the
reduction called for in the Treasury proposals of $38
billion in 1981. The reduction in 1964 and under the
current proposals can be compared as follows:

Reduction in--

1964 Act, 2.2 percent of GNP

Treasury proposals in 1981, 1.4 percent of GNP

Relationship of Individual and Business Cuts

The individual tax proposals presented here will -
decrease revenues by $15.3 billion. (This is composed of a
pickup of $11.8 billion in tax reform, together with tax
reductions of $27.1 billion.)

For business, the proposals show a net tax reduction of
$2.6 billion (this reflects capital formation proposals of
$6.6 billion offset by tax reform proposals of $4.0 billion).
This implies that the bug%gggg_;gdua;ig& is about 14 pexrcent
of the total. However, thi: understates the business tax
reductions for the period ahead since it omits the temporary
increases in the investment credit. A 3 percent increase in

the investment credit is provided for 1978 and 1979, a 2
percent increase for 1980, and 1 percent increase for 1981.

What this means is that in the fiscal year 1979 net
individual reductions are $10 billion and net corporate cuts
are $7 billion. By 1980 the individual reductions will have
grown to $21 billion while the business reductions are
slightly under $9 billion. In the fiscal year 1981 the net
individual reductions are about $29 billion as contrasted to
$9 billion for business. In that year the individual
reduction is about three-fourths %ijthe tafal.
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As is indicated elsewhere in this paper, stimulus to
encourage investment is needed in the period immediately
ahead. For that reason the business reduction as a percent
of the total reduction is substantially larger in 1979 and
13980, but for individuals the reductions continue to grow in
each of the 4 years.

Individual Taxes as a Percent of Personal Income

In considering the size of any individual income tax
reduction, it is important to keep in mind the historic
relationship of individual income taxes to personal income.

For the years 1960 through 1977, individual taxes as a

percent of personal income have remained in the range from ;;_//é
9.2 percent (in 1965) to a high of 11.6 percent (in 1969)-- ,Z
actually, taxes had remained in this range back to 1951.

This percentage relationship tends to increase year by year

until a tax reduction is provided, then the percentage falls

to something like the starting point and the increase begins

again. Major tax reductions were provided in 1964, 1969,

1971, and 1975. Chart 6 shows these percentage relationships.

The chart also indicates that if no tax reductions
were provided in the period immediately ahead individual ‘Lﬁ &xf
income taxes as a percent of personal income would rise e 98V
from 10.2 percent in 1976 to 13.6 percent in 1982--2 per- /3“7L
centage points above the previous high since 1945. Even -
with the major tax reductions being proposed, individual = Say cut
taxes as a percent of personal income still will rise to “

12.0 percent in 1982--0.4 percent above the previous high. /2% —/9f+-

Major tax reductions are an essential part of tax
reform; the country is accustomed to rates within this range
of 10 to 11 percent, and even if it were not proposed by us
it seems probable that the public would demand, and the
Congress would provide, the reductions necessary to keep
taxes within this 10 to 11 percent range.

Income Distribution

One measure of the distribution of the tax reductions
was shown above, the change in progressivity under the
Treasury proposals in the various income classes. Another
measure of the income distribution is the distribution of
the tax burden before and after the proposed changes. The
Treasury proposals for a joint return with two dependents,
for example, show tax reductions in all income classes up to
$200,000, The biggest dollar reduction is in the class from
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$50,000 to $100,000--$1,352~-~but in percentage terms this isé*;zaé
the smallest reduction of any income class up to that level.
The largest percentage reductions are in the lowest income
classes with those below $10,000 resulting in a negative
tax. The percentage changes for other income classes are:

Income Class Percentage Change
$10,000 - $15,000 -43
15,000 - 20,000 -22
20,000 - 30,000 ~-14
30,000 - 50,000 -11
50,000 - 100,000 - 8
100,000 - 200,000 0
Qver 200,000 ‘ +19

A tax increase is shown only in the case of a family
with income over $200,000 (an average income of $385,000).
Here the tax increase is slightly over $24,000, for a 19
percent increase. Table 6 at the end of this paper shows
the average tax burdens for a four-person family under
present law and under the Treasury proposal at different
expanded income levels. (A series of tax burden tables is
presented in the appendix for all of the Option Papers.)

Phase-In of Proposals

The tax reduction, and also to some extent the tax
reform, proposals are phased in over the years through 1981.
Some of the tax reforms are phased in because of the diffi-
culty in adjusting to the changes immediately. In those
cases where a tax subsidy has been available to an industry
over a long period of time, it is difficult not to take this
away gradually. In other cases it is necessary to apply the
tax reforms to new actions which occur in the future.

The tax reductions in part are larger by 1981 because
income levels are higher. 1In addition, the reductions are
phased in both to match the tax reform increases and to
reflect our estimate of the economic requirements of the
economy (these latter features are analyzed in the next
section). .

Some of the principal proviéions phased in are:

° The personal credit for individuals is $230 per
person in 1979, $240 in 1980, and $250 in 1981.
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take us beyond full employment and into the inflationary
danger zone in 1980 and 1981. Taking the fiscal steps to
deal with that problem would not be easy, but the risk is
small and is bearable,.

V. Other Contingencies

Two more contingencies are dealt with here:

(1) The possibility that Congress may eliminate or
delay some of the revenue gains while acting
promptly on the revenue reductions, and

(2) The problem of the timing of Congressional com-
mittee actions if this bill is to be completed

next year.

Propensity of the Congress to Delay Revenue Gains

Tax reforms are always difficult for the Congress to
enact., The groups which they adversely affect devote a
major effort to forestall the reforms and they usually
assert dire consequences if the action is taken. The effect
of this is that Congress frequently does not enact all of
the tax reforms advocated by an Administration, even though
subsequent events may show that, viewed as a whole, théey do
not have the adverse effects that those looking at segments
of the recommendations assert.

The problem, therefore, is how to deal with the possi-
bility that Congress may be anxious to enact all, or almost
all, of the tax reductions proposed by the Administration but

reject many of the tax reforms proposed by 1it.

The best way of dealing with this problem is to empha-
size in your presentation and the Treasury presentation this
fall that the tax reduction proposals are contingent upon
the adoption of the tax reform proposals and that if less
revenue is raised through tax reform the Administration will
propose scaled down tax reductions. In this connection, it
would also appear desirable to privately and publicly urge
Chairmen Ullman and Long to consider the tax reform proposals
first and then give the Administration an opportunity to
propose a scaled down version of tax reductions if the tax
reform proposals do not bring in about as much revenue as

originally proposed.

_.ectrostatic Copy Made
for Preservation Purposes

ha!



















































~ Copy

| sctrot
ion Pt 'S

Table 6 for Pre:

Burden Table:
Joint Return with Two Dependents

Average
Expanded Average Tax
Income Tax Under Average
Class 1977 Treasury  Tax Percentage
($000) Law Proposal Change Change
Less than 10 S -76 -85 -925
10t0 15 867 492 -375 -43
15 to 20 1,739 1,357 -382 -22
20 to 30 3,117 2,682 -435 -14
30 to 50 6,287 5,682 -705 -11
50 to 100 16,336 | 14984 {1352 8
100 to 200 40,885 | 40,854 ﬁ *
200 and over 127,666 | 152,087 |/ 24,421 +19
a'goq‘
, : e
% Less than 0.05 percent ~ &M\” 9)5]
{’ |» /J(M’e .
0 I
4y g ?/ o

Office of the Secretary of the Treasury 6)” September 13, 1977

Office of Tax Analysis












Revenue Effect
Gain + Loss -

($ billions)
Full-year Fiscal
effect year
(1976 1981

income)

Option Paper No. I: Personal Tax Reductions

1. $250 personal credit. (p.1) It is recom-
mended that the existing $750 exemption
and general tax credit be replaced by a
per person credit which would be phased

in to reach $250 by 198l1. We agree on ',jén
this item. (Note: if the Administration 5ﬁﬁ¢é Z
position is upheld in the energy legisla-

tion, there will be an additional per
capita rebate of the revenues from the

wellhead tax.) HEW is concerned with
the starting point of taxation. Included in rate cuts
2. Rate cuts. (p. 5) It is recommended that

the present 14 to 70 percent rate structure

be replaced by rates which range from 10 to

50 percent i e 50 percent rate taking -7
»~$70,000 on a joint return). In ‘
reduce e "singles" penalty, the

or single persons, married

couples, etc. would be adjusted to ensure

that a single taxpayer never paid more

than 15% more taxes than a married couple

with the same income, compared to 20%

under present law. The reduction in

marginal rates would be phased in over a

three~year period. We agree on this item. -25.5 -40.8

3. Marriage penalty. (p. 9) It is recom-
mended that in order to reduce the marriage
penalty for two-earner couples, the lesser
earning spouse be given a tax deduction
equal to 10% of income up to a maximum
deduction of $600. We agree on this item. - 1.7 - 2.5
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Option Paper No. II: Itemized Deductions

l.

State and 1n~a1 taxes. (p. 1) It is recom-
mended that .u.< deductions for sales,
personal property, gasoline, and miscel-
laneous taxes be eliminated. The deduc-
tions for income taxes and real property
taxes would be continued without change.
We agree on this item.

Medical expenses and casualty losses.

(p. 6) It 1s recommended that the sepa-
rate deductions for medical expenses and
casualty losses be combined into a new
"extraordinary expense" deduction which
would be available for those expenses
only to the extent that they exceed 10%
of adjusted gross income. We agree on
this item. (HEW wants to postpone changes
in medical expenses until national health
insurance is provided.)

Mortgage interest and interest on consumer
loans. (p. 8) Treasury and CEA recommend
that a $10,000 limitation be placed on the
(presently unlimited) deductions for in-
terest on mortgages and consumer loans.
DPS recommends that instead of a separate
limitation, these interest deductions be
included in the existing $10,000 limita-
tion on non-business investment interest
so that there would be a single limitation
for all forms of personal and investment
interest. Both recommendations would leave
the present $8 billion tax expenditure for

Revenue Effect
Gailn + Loss -
($ billions)

Full~-year Fiscal

effect year
(1976 1981
income)
+ 2.4 + 3.9
av
'y

personal interest essentially unchanged, with the
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Revenue Effect
Gain + LOss -

($ billions)
Full-year Fiscal
effect year
(1976 1981

income)

Capital gains on transfers at death or by

gift. (p. 9) It is recommended that,

subject to certain exceptions, the appre-

ciation in property occurring after

December 31, 1976, transferred at death

or by gift be subject to tax. We agree

on this item. The taxation of capital %4;‘/
gains at death will be strongly resisted, yf Jéu{

and by proposing it we take the risk that aH
Congress might not only reject our pro-

posal but repeal the carryover basis rule «

which it adopted in 1976. + 1.6 + 0.4

Taxation of capital gains transferred to
charities. (p. 11) It is recommended that
for most of what is now capital gains prop-
erty no change be made in present law,
which permits an income tax deduction for
the full amount of the appreciation of such
property given to charity (but capital

gains on charitable transfers at death will
be exempted from tax under item 5 and, ac-
cordingly, there will be no income tax deduc-
tion for these transfers). This will
increase the preference presently granted
to charitable gifts. We agree on this item.

Timber industry. (p. 13) It is recommended

that the timber industry be permitted to

expense (as opposed to capitalize as under

present law) regeneration and reforestation

costs. This would partially offset the

adverse effect upon the industry of taxing

timber sales as ordinary income. We agree

on this item. - 0.1 - 0.1

* TLess than $0.05 billion
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to 10% of income up to a maximum deduction of $600.
This proposal would cost $1.7 billion and would be
centered mostly on middle income families. An alter-
native might be to spend somewhat less (e.g., $800 mil-
lion to $1 billion) to reduce the marriage penalty and
put the difference into rate cuts throughout the income
scale. We do not recommend this alternative.
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Discussion of the Issues.--The primary reasons for and

against this proposal are:

Pro,--

=]

Having both a personal exemption and a tax credit
to differentiate tax liabilities by family size
adds unnecessary complexity to the tax law. The
tax system should include either one or the other,
but not both.

Moving to a per capita credit instead of a deduc-
tion will better accommodate per capita energy
rebates.

Per capita credits tend to be more favorable to
low-income families with children.

The $250 credit is more likely to ensure that the
tax~free levels of income are near or above the
break-even points for the welfare system.

The table below illustrates for a four-person
family the tax exempt level of income, the
break-even point under the proposed cash a551s—
tance program, and the poverty level.

Comparison of Exempt Levels of Income and Poverty

Levels for 4~Person Families

Welfare
Exempt Level : Break-Even : Poverty
Year of Income#* : Level** : Level***
1977 $ 7,200 - $ 6,193
1978 7,200 $ 9,072 6,565
1979 9,200 9,607 6,952
1980 9,422 10,086 7,299
1981 9,644 10,600 7,613
Office of ﬁhe Secretary of the Treasury . September 22, 1977
Office of Tax Analysis
* Existing law assumed for 1977 and 1978. For 1979-81, the proposed 44414;

personal cred
in: $230 for
phased in in

income credit.

it and rate reductions are assumed. The credit is phased 4€r

1979, $240 in 1980, and $250 in 1981. Rate cuts are
1979, 1980, and 1981. Excludes the effect of the earned

—

lies.

ocar >

ad break-even level assuming State supplemen—.ae_/’/7



Con.—-~

a)f“ld/ °® Much the same result as the proposal could be
Aﬂjﬁi obtained by converting the general credit under
present law to an exemption and adding it to the

4o . ;
g //kélﬁ, L‘ $750 exemption. Then larger rate reductions would
c

be in the lower income brackets than provided by

AﬂzﬂﬁﬁpﬁLﬂfv? the Treasury proposal.

°® Taxpayers dgenerally are more accustomed to the
personal exemption than they are to the credit.
The exemption, since it is a deduction against
income, rather than a deduction against tax, is a
larger number and appears more generous (even
though in actuality it may be less).

® The substitution of the credit for exemption is
less generous to those with large families and
substantial income.

HEW Comment.--HEW is concerned as to the starting
levels of taxation. Under their program the basic benefits
phase out over a span of income above the poverty level.
They desire, in order to minimize disincentives to work and
to avoid the administrative complications of states "paying"
the taxes of welfare recipients, that the tax level begin at
the end of the phase out of welfare payments. HEW understood
that the starting tax levels in 1979 would be those provided
by the $250 credit and assumed that there would be discretionary
changes made in the starting level of taxation after 1979 by
congressional action which would in general correspond with
the price rise during that period of time. Therefore, HEW
favors a higher credit in 1981.

Assuming the credit is $250 in 1981, the overlap between
upper levels of welfare and starting levels of taxation will be
$803 for a couple with one child in the case of married
joint return households. For the "typical" family of four
the overlap is $956. The situation is worse in the case
of a single parent family with children because of the lower
standard deduction and slightly higher tax rates for "head
of household" tax units. The tax overlap is $1,877 for a
household with one child, and $2,268 for a household with
three children. d -
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°© A 50 percent top rate permits repeal of the
maximum tax--a significant simplification measure.

Con.--

°® This rate reduction program is costly in that the
revenue loss at 1976 levels of income is $24
billion and will be substantially more at 1981
income levels.

°® The tax rate cuts will be criticized because they
are greater at the upper end of the rate schedule
than at the bottom end. The 70 percent rate would
be reduced to 50 percent while the 14 percent rate
would be reduced to 10 percent. (This, actually
is the same percentage reduction in both cases and
in addition there also is the credit which reduces
taxes further in the bottom brackets and elimination
of the capital gains preference which increases
taxes in the upper brackets).

° The decreases in the itemized deductions which are
offset with rate reductions benefit not only those
who claim itemized deductions but also those who
claim standard deductions as well. Therefore, the
net advantage even with the rate cut in reality
does shift somewhat towards those claiming the
standard deduction.

Treasury Recommendation.--Marginal tax rates should be
reduced in three steps~to 10) to 50 percent. The 50 percent
rate would apply at/$70,000 for a married couple and $54,000
for a single indivi .

Agree
- —_—

CZ 7vo7[ féo,”o' Disagree

wWant to discuss further

(3) Working Spouse,Exclusion

-

Present Law.--Under present law, a couple's taxes may
increase 1f they marry where both have income.  This increase
in taxes is the "marriage penalty." However, if only one
has income or their income is disparate (e.g., split 90
percent-10 percent) there is a tax decrease upon marriage.
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mortgage interest. This concern is misplaced.
Our proposal would only affect the wealthy few
who would use most or all of their $10,000 limit
on investment interest and have none left for
their home mortgage--but these persons probably
don't need the mortgage interest deduction any-
way. Neither the Treasury proposal (which would
pick up about $14 million in revenue) nor our
proposal (which would pick up about $25 million)
would make any dent in the approximately $8 bil-
lion tax expenditure for personal interest.

(c) We believe that our recommendation is both simpler
and fairer in that it does not provide $20,000 in
interest deductions for those top bracket taxpayers
who both invest heavily in securities and own large
or multiple homes. (Even the single $10,000 limi-
tation might be criticized by tax reformers as
overly generous--it would cover homes with values
up to $150,000.)

3. Overview of Treatment of Itemized Deductions.

(a) A curtailment of itemized deductions is impor-
tant because it improves the progressivity of our
tax system and furthers simplicity as well (by"
shifting taxpayers from itemizing to taking the
standard deduction). The reform program recom-
mended will leave essentially untouched the $8
billion tax expenditure for personal interest,
the $9 billion expenditure for state and local
income and real property taxes, and the $5.5
billion expenditure for charitable contributions.
These items (except for state and local income
taxes) are left untouched basically for political
reasons.

(b) Alternative approaches (each of which would have
severe political difficulties) would include:

/ 1
v 'ﬂﬁ\ (i) a lower rate schedule for those who take the
ﬁw}’ standard deduction (as proposed by Joe Pechman) ;

T

O&Vv Ns (1ii) shifting from deductions to credits for mort-
gage interest, property taxes, and charitable
contributions (as proposed by Senator Kennedy);






(1iv)

&

' )
b"[b }W //ml/
2 j/p/

Eliminate deduction for interest on consumer
loans. This would remove the tax preference
for buying on credit rather than for cash.

It would raise about $2.5 billion per year in
revenue, largely from those middle and upper
middle income taxpayers who itemize. It
would be strongly opposed by all financial
institutions (including credit card companies)
which make consumer loans.
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Tax Reform Option Paper No. II

Itemized Deductions

To reduce the number of itemizers and to achieve
simplification for those itemizing their deductions, signi-
ficant reductions in itemized deductions are proposed. The
revenue gain from the proposed eliminations or reductions
would be offset by general decreases in the tax rates. The
proposed itemized deductions which would be affected and are
discussed below involve (1) State and local taxes, (2)
medical expenses and casualty losses, (3) personal interest
deductions, and (4) deductions for political contributions.
Also discussed below, but on which no recommendations are
made, are charitable contribution deductions.

Eliminating many itemized deductions will--
° ease tax return preparation,
° reduce recordkeeping, and

° reduce audit and administration problems for both
taxpayers and the IRS.

More persons will shift to the standard deduction if there
are fewer itemized deductions. The 75 percent of the tax-
payers who use the standard deduction today, if all of the
changes proposed here are made, would increase to 83 per-
cent.

(1) Taxes

Present Law.--The following State and local taxes
currently are deductible:

income taxes, Com hree %(
real property taxes, ler7e2
general sales taxes”ﬁl
personal property taxes, xs

gasoline taxes, and ke
miscellaneous taxes associated with income production xe

(such as stock transfer taxes).

Proposal.--The special deduction for taxes would be
denied for general sales taxes, personal property taxes,
gasoline taxes, and miscellaneous taxes. The deduction for
State and local income taxes and real property taxes would
be continued without change.













° The deductibility ceiling will encourage States
and localities to rely more heavily over time on
income taxes, which are generally considered to be
a more equitable source of revenue.

Con.--

———

° Property taxes vary widely over the United States,
with the result that any property tax limitation
will provide maximum deductions which, in terms of
property values, vary drastically in different
areas, Comparative tax rate data indicate that
the amount of property tax liability in relation
to value varies from 0.3 percent to 5.7 percent
throughout the country with the average being
about 2 percent. This means that the $6,000
limitation would on the average provide for the
full deduction of taxes on a property worth
$306,000. However, in other localities the $6,000
deduction would cover only a value of $105,000
while in still others it would cover a value up to
$2 million.

° Any limitation on real property tax deductions
would be viewed as an attack on the favored tax
treatment for home ownership.

° At least a portion of the taxes on vacation homes
would still be deductible, if they are held out
for rent.

CEA Comment.--Cea believes that this provision makes
good sense 1f we are attempting a comprehensive reform, but
realizes it has serious political difficulties.

Treasury Recommendation.--In view of the widely varying
property taxes imposed, the Treasury does not believe a fair
limitation can be provided. It therefore recommends against

such a limitation.

No limitation

7 Limitation ‘
0 ) .
e Want to discuss further
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suggests the desirability of requiring the keeping
of these records only where the expenses are
unusually large and have a serious impact on the
taxpayer's ability to pay.

° Casualty deductions are a serious problem and
interfere with the ability to pay only where they,
in combination with medical expenses, are guite

large.

° The deductibility of casualty losses enables high-
income taxpayers to self-insure at low net cost
through the tax system.

° It is difficult to determine the true value of
casualty losses.

Con, ~-

°® There is a natural tendency to sympathize with
individuals incurring medical expenses and as a
result there will be many who object to reducing
this deduction.

° Any reduction in the medical expense deduction
could be preserved for a later time when natlonal

health insurance is provided.

HEW Comment.--HEW believes any change in the medical
expense deduction should be postponed and used as a means of
offsetting a part of the cost of a national health insurance
program when it is presented.

Treasury Comment.--Treasury believes a medical expense
deduction, even for extraordinary medical expenses, may not
be needed when a national health insurance program is provided.

Treasury Recommendation.--Treasury recommends that
medical and casualty loss deductions should be combined in a
single extraordinary expense deduction and allowed only to
the extent the expenses exceed 10 percent of adjusted gross
income.

; 7 Agree
Sh

Disagree

Want to Discuss Further
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Domestic Policy Staff Comment.--The Policy staff favors
the single $10,000 interest limitation for personal (including
mortgage and consumer interest) and investment interest.

Treasury and CEA Comment.--Treasury and CEA believe
there would be a difficult political problem if personal and
investment interest were combined in the existing $10,000
category; the charge would be made that in some cases all
mortgage interest is being denied. Including mortgage
interest in the existing limitation for investment interest
is believed by members of the Ways and Means Committee to
be impossible to enact.

Treasury Recommendation.--Personal interest (including
that from mortgages and consumer loans) should be deductible
up to a maximum of $10,000 (with a carryover of unused
deductions). This would be entirely separate from the
limitation under present law for investment interest.

Want separate limitation
on personal interest deduction

L,MIA 7
%’) Want combined limitation on personal
and investment interest deduction

Want to discuss further

(4) Political Contributions Deduction

Present Law.--Political contributions are deductible as
an itemized deduction up to $200 on a joint return. Alterna-
tively, a taxpayer may take a credit against tax for his
contribution up to a maximum credit of $50 on a joint
return. '

Proposal.--The deduction for political contributions
would be repealed but the credit retained.

Revenue Estimate.--The revenue estimate of the change
would result in an increase of less than $5 million.

Discussion of the Issues.--The primary reasons for and
against this proposal are:

Pro.--

° A survey has shown that neither the deduction
nor credit has induced any significant amount of
additional political contributions.
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Indexing 04&

Pro--

° There is a widely held belief (especially widely
held at the Congressional level} that to tax
"capital gains" as ordinary income without making
an inflation adjustment has the effect of taxing
as income something which is only nominal income
and instead merely reflects a general price rise.

Con--

—

° In the case of depreciable assets, the benefit of
accelerated depreciation has approximately offset
the detriment of price rises except during the
period of double digit inflation.

° Deferral of the taxation of capital gains until
they are realized tends to offset the inflationary
impact.

° Recipients of all property income such as savings
account depositors are also affected by inflation,
but they would not be helped by an inflation
adjustment for capital gains.

° Equity would seem to require an offset to any
indexing for inflation to the extent the purchase
of the property is financed with debt, since the
value of the property representing debt is paid
off in cheap dollars. Such an adjustment would be
so complicated that it probably would have to be
foregone.

° An adjustment for inflation would add substantial
complexity to the tax laws since if would be
necessary to distinguish between real property and
security gains, which would be eligible for the
inflation adjustment, and other property which is
not eligible. This would also require provisions
to prevent taxpayers from disguising other property
as securities- (for example, by incorporating their
bank accounts or their jewelry) and to determine
the acquisition date when improvements were made
to property or additional contributions were made
to a corporation.

° Adjusting capital gains for inflation may lead to
indexing in other areas of tax law.
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A l0-percent credit against tax liability should be
allowed with respect to gain on "venture capital" invest-

ments.
%;wa”“ Agree
<
' Disagree

Want to discuss further

(2) Capital Losses

Present Law.--Capital losses may offset capital gains
in full. In the case of individuals, one-half of net long-
term capital losses (and all net short-term losses) may offset
ordinary income up to $3,000 in 1978 and later years. Any
loss still remaining may be carried forward for an unlimited
period of years. In the case of corporations, capital '
losses can be offset only against capital gains but any
remaining loss may be carried back 3 years or forward 5
years and applied against capital gains in those years.

Proposal.~--Capital losses would be allowed in full
against ordinary income except that the offset of losses
from marketable securities would be limited to gains from
marketable securities plus $10,000 a year. Any remalnlng
loss would be carried forward for an unlimited period of
years. However, losses on marketable securities would be
allowed in full in the current year except to the extent of
unrealized galn in securities currently held.

In the case of corporations the loss would be allowed
in full except that, in the case of marketable securities,
the loss would be limited to gain on marketable securities
but with an unlimited loss carryforward.

Revenue Estimate.--The revenue cost of this proposal is
incorporated in the revenue gain from taxing capital gains
in full. If stated separately, this would cost $2 billion.

Discussion of the Issues.--The primary reasons for and
against this proposal are:

Pro--

° Maximum simplification would be achieved if
capital losses were allowed in full. However,
unless some limit is placed on the deductibility
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In place of writing off the cost of mineral properties
over the expected lifetime of the mine or well (cost deple-
tion), taxpayers can deduct various specified percentages of
the gross income from the property (percentage depletion).
There are at least 125 different percentage depletion
categories with rates ranging from 22 percent for such items
as sulphur and uranium to 5 percent for gravel, sand, and
peat. 1In 1975, in the case of o0il and gas, percentage
depletion was denied to the majors; and for the "independents,"
up to 1984 depletion is to be phased down from 22 percent to
15 percent and allowed only with respect to the first 1,000
barrels of o0il production per day.

Proposal.--Percentage depletion for hard minerals
would be phased out over a l0-year period.

Alternative: It would also be possible (not recom-
mended by Treasury) to phase out percentage depletion for
hard minerals over 5 years.

Proposal.--Percentage depletion allowed for o0il and gas
would not be changed.

Alternative: It would also be possible (not recom-
mended by Treasury) to phase out percentage depletion for
0il and gas for the independent companies in the 5-year
period beginning in 1985.

Proposal.--Intangible drilling costs for both individuals
and corporations would be classified as a preference for
purposes of the minimum tax. Presently they are so classified
only for individuals to the extent these costs exceed the
income derived from oil related properties. (This minimum
tax proposal is discussed below.)

Revenue Estimate.--Repealing percentage depletion for
hard minerals will increase revenues by $700 million when
fully phased in. There would be no revenue pick up until
after 1984 if oil and gas percentage depletion were phased
out. Eventually, the revenue gain would be $600 million.

Discussion of the Issues.—-The primary reasons for and
against this proposal afe-
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° Percentage depletion for o0il and gas is being
phased down under present law up to 1984, and is
not now available to the major companies. Thus,
practically there is no need that action be taken
on this for several years.

Intangible Expenses

Pro.--

—————

°® The concept of tax reform requires the imposition

. of a minimum tax in these cases if a serious tax
shelter is to be avoided for the independent
producers.

° Discrimination between corporations and unin-
corporated enterprises engaged in oil and gas
operations can be removed by imposing the minimum
tax in the case of both individuals and corpora-
tions with respect to intangible drilling ex-
penses.

COn."“

® Subjecting the expensing of intangible drilling
expenses to the minimum tax appears inconsistent
with the purpose of the energy bill. (This might
be reconciled with tax reform by postponing this
change for 2 years.)

¥n\UJ%] ° Eliminating the expensing of intangible drilling

\& expenses as a deduction and requiring instead that
they be capitalized would be viewed by many in

Congress as being a major move against the industries

and against increased production. This action
could seriously endanger the entire bill.

CEA Comment.--The phasedown of percentage depletion for
independent o0il and gas producers should continue after 1984
at 1 percentage point per year. This will complete the
elimination of péercentage depletion in 15 years. 1In
addition, small oil producers are very wealthy and. there is
no- reason why they shoudd be taxed at lower rates than other
citizens. Percentage depletion after 1985 is not necessary
to provide incentives for o0il and gas production. Under
legislation proposed by the Administration, any new oil will
receive the world price by 1985. Therefore there is no need
for additional incentives. The effect of the depletion
allowance is to "drain America first".

s
.
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Domestic Policy Staff,--The Policy Staff agrees with
CEA that percentage depletion for oil and gas should be
phased out after 1984, but it recommends that the phase out

be completed in 5 years.

Interior Department Comment.--Interior believes that
percentage depletion reform should not be included in the
tax package. Interior believes that percentage depletion is
an economic question affecting the United States mining
industry and should be resolved by a study of that industry
and not a study of the overall tax policy. According to
that Department, the proper arena for resolution of ques-
tions relating to percentage depletion would be the inter-
agency review of the nation's mineral policy, which is being
led by Interior.

Treasury Comment.-~Treasury agrees with the basic
thrust of the CEA arguments. However, there is a current
demand to provide incentives for oil and gas production. If
any further phaseout in this area is to begin in 1985 there
would seem to be adequate opportunity in legislation proposed
in the future to deal with this problem.

Insofar as the interagency review of national mineral
policy will not be completed for some time, it would appear
to be bad timing to wait until that study is done for )
changes in underlying tax legislation.

Energy Department Comment.--The Energy DPepartment agrees
that a phase out of percentage depletion for oil and gas
should not be proposed at this time.

Treasury Recommendations.--Percentage depletion for
hard minerals should be phased out over a 10-year period.
An alternative not recommended by Treasury: phase out hard
mineral percentage depletion over 5 years.

Phase out over 10 years

- gﬂ‘ Phase out over 5 years
I -
(4

b ; ¢ . Neither

Want tg discuss further



















- 16 -

© It is believed that the cash flow from drilling
activities is more than adeguate to encourage
investment even with the minimum tax applying.

°® Congress has in effect determined that the "at
risk" limitation should apply to all activities
and can be applied to all taxpayers. It makes
sense to do so in one strengthened form without
the gaps and inconsistencies that arise when two
rules apply to one problem. If "at risk" limita-
tions apply only to specified activities or forms
of doing business, tax shelters will be structured
around them.

con,~--

°® Taxing capital gains as ordinary income removes
more than 80 percent of the base of the present
minimum tax. With this much of the base gone it
would be a step toward simplification to repeal
the tax.

°® Senators Long and Kennedy favor refundable invest-
ment tax credits and so will oppose any step to
722’ limit further the offset against tax of the invest-
ment credit. (Ullman, however, does not support
the refundable credit.) "
° The independents contend that drilling for oil is
so risky that banks will not lend them money for
this purpose and as a result they need their
profits, without reduction by the minimum tax, in
order to have sufficient funds for drilling.

Treasury Recommendations.--The present minimum tax
should be continued but without capital gains as a preference
and including intangible drilling expenses as a preference
item for both individuals and corporations without regard to

0il or gas related income.

Continue minimum tax

Do not continue minimum tax

-
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